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I. INTRODUCTION

A.  Background
Allstate Insurance Company and Allstate Indemnity Company (hereinafter
referred to as “Allstate”) seek an overall indicated rate increase of 9.3% for Allstate’s

homeowners multiple-peril line of insurance. The parties agree that under the maximum

-1 Allstate Post Hearing Brief, p. 3; Additional Testimony of Steven Armstrong dated January 7, 2008, p. 2;
Allstate Exhibits 97-101; Reporter’s Transcript of Proceedings, Vol. I, dated January 14, p. 23. Henceforth
all written testimony will cite the name of the witness, the nature of the written testimony (pre-filed direct,
additional direct or supplemental direct), the date the testimony was filed and the page number. Citations
to exhibits will be cited as “Exhibit” and will be preceded by the name of the party sponsoring the exhibit
and followéd by the page number. The reporter’s transcript of the evidentiary proceeding will be cited as
“RT” followed by the volume and page number. Post-hearing opening briefs will be cited as “OB” and will



permitted earned premium formula stated in Califomia Code of Regulations, ﬁtle 10,
section 2644.2, et seq. (hereinafter referred to as “Regulatory Foﬁnula”) the indicated
rateisa 30.4% decrease to Allstate’s multiple-peril homeowners insurance rates.
ﬁowever, pursuant to California Code of Regulations, title 10, section 2644.27,
subdivisions (H)(1) through (f)(11), an insurer may aioply forQariances from the rate
produced by the Regulatory Formula. |

- Allstate applied for two such variances: (i) a variance pursuant to section 2644.27
subdivisions (f) (4) (hereinafter referred to as “Vafiance 4”) based on Allstate’s
investments in underserved communities; and, (ii) a variance pursuant to section 2644.27
subdivisions (f) (11) (hereinafter referred to as “Variance 11”) based on Allstate’s
contention that the 30.4% rate decréase produced by the Regulatory Formula is
confiscatory.

Following preliminary evidentiary rulings that struck most of Allstate’s Variance

11 testimony and supporting exhibits, all parties stipulated to Withdraw their remaining
vVariance 11 testimony‘for purposes of the evidentiary hearing §vhile reserving Allstate’s
riéht to argue for Variance 11 on appeal. The ALJ approved the sﬁpulation by order of
January 10, 2008.% Therefore, the only issues to be decided in this hearing are whether
Allstate is entitled to Variance 4 and, if S0, how much benefit Allstate should receivé for
its investments in underserved commﬁnities. Allstate contends 'that it prociuced sufficient

evidence to prove that it qualifies for Variance 4 and is entitled to a 2% increase to its

be preceded by the name of the party ahd followed by the page number. Reply briefs will be cited as “RB”
and will be preceded by the name of the party and followed by the page number.

2 Allstate Exhibit 97; Armstrong, Additional Testimony, January 8, 2008, p. 2; ALJ Exhibit 1; RT, Vol. I,
page 69. ' ' " »

* Order Approving Stipulation Regarding Testimony and Witnesses Related to Variance 11 dated January
10, 2008. : : :



rate of return.*

The Foundation for Taxpayer and Consumer Rights (hereinafter referred to as
“Foundation™) is a nonproﬁt’, nonpartisan public interest corporation orga.nized to
represent the interests of insurance consumers (particularly in Proposition 103 rate
rollback and prior approval rate cases).” Foundation conﬁends Allstate’s proposed rate
increase is exéessive under Insurance Code section 1861.05. Foundation further contends
Allstate failed to meet its burden of showing it is entitled to Variance 4 apd that a 2%
adjustment in Allstate’s rate of return under Variance 4 is justified.®

The California Department of Insurance (hereafter referred to as “CDI”) contests |
Allstate’s proposed rate change. Unlike the Foundation, CDI cbncédes that Allstate has
" made sufficient investments in underserved communities in California to qualify for
Variance 4. However, CDI contends that the full amount of Allstate’s Variance 4 benefit |
was exhausted by the Insurance Commissioner’s Order Adopting the Proposed Decision
in the automobile rate case entitled In the Matter of Rate Application of Allstate
Insurance Company, Allstate Indemnity Company (File No. PA-2007-20004) (hereinafter
referred to as “Auto Rafe Case”). Asa consequence, CDI argues that Allstate should
receive no further adjustment to its rate of return under. Variance 4 in this homeowners
rate case.’

In support of its Variance 4 request, Allstate submitted documentary evidence and
the testimony of its Senior Acfuary, Mr. Steven Douglas Armstrong. Mr. Armstrong

oversees all Allstate’s actuarial and ratemaking work performed in connection with

* Allstate’s OB, pp. 9-17.

> The Foundation has since changed its name to Consumer Watchdog.
¢ Foundation’s OB, pp- 4-25.

7 CDI’s OB, pp. 3, 9.



private passenger automobile and homeowners-insurance within Allstaté’sv29 state
“Western Territory,” and oversaw Allstate’s amended rate filing in this matter.® Allstate
also submitted the testimony of Ms. Dee Even, ei Senior Managing Director in Allstate’s
Investment Department whose duties include managing Allstate’s Economically Targeted
Portfc_)lio, leading Allstate’s Equity Investment group and supervising the collection of
Allstate’s investment data for the CDI’s California Organized Investment Network |
(hereinafter referred to as “COIN”).

Foundation submitted documentarybevidence and the tesﬁmony of its retained
expert, Mr. Allen Schwartz, President of AIS Risk Consultants, an actuarial consulting
.ﬁrm. Mr. Schwartz offered opinibns on whether Allstate’s proposed rate change Was
excessive pursuant to the Regulatory Formula, whether Allstate qualified for Variance 4
and whether Allstaté’s requested 2% increase in its rate of return under Variance 4 was
reasonable.

CDI submitted documentary evidenc;e and the tes_timony of Beatrice C. ‘Tackett,.a
CDI réte analyst, on the results of her review of Allstéte’s Homeowners Rate Application
filed on June 15,2007, and on Mr. Armstrong’s evidentiary:hearing testimony related to
the rate calculation. CDI offered no testimony on Allstate’s variancé requests.

B. Procedural History

Allstate filed its rate applications nos. 06-6029 and 06-6030 with CDI on
September 1, 2006, (herein referred to as “Rate Application”) seeking a rate increase for

its homeowners multiple-peril line of insurance.” On September 8, 2006, Foundation

¥ Armstrong, Redacted Direct Testlmony, filed J anuary 14,2008, pp. 8§, 13.
2 Notlce of Hearing filed January 3, 2007.



served its Petition For Hearing and Petition to Intervene on the Rate Application.'® The
rate proceedings were tolled by agreement of all parties in November 2006.
'Subsequenﬂy, CDI filed a Notice of Hearing on January 3, 2007. Chief Administrative
Law Judge Marj orie A. Rasmuéscn (hereinafter referred to as “ALJ”) conducted a
scheduling conference on February 14, 2007, and granted Foundation’s Petition to
Intervene.'! During the scheduling conference, CDI and Foundation argued that |
Allstate’s Rate Application should be reviewed under the amended rate regulations going
into effect on April 3, 2007. The ALJ ordered the parties to brief the issue and, following
oral arguments held on April 10, 2007, fhe ALJ ruled that the rate regulations as amended
effective April 3, 2007, would apply in this matter."> |

On April 26, 2007, the ALJ held a further schedulihg conference after which the
ALJ issuedA an order setting dates for: (a) Allstate’s filing an amended rate application
including any Variénce requests in accordance with ‘the. regulations ameﬁded .elffective
April 3, 2007; (b) completing discovery, designating witnesses, submitting a statement of
issues and a joint statement of facts in July 2007; (c‘) filing written testimony, exhibits

and pre-heéring motions in July, August and September 2007; and (d) commencing the

13

evidentiary hearing on September 24, 2007, in San Francisco, California.
Allstate’s Amended Rate Application, filed on June 15, 2007, included its
requests pursuant to Variances 4 and 11, and sought a rate increase of 10.6%.'* Allstate,

CDI and Foundation lodged their pre-filed direct testimony, and filed timely motions to

' Foundation’s Petition for Hearing and Petition to Intervene dated September 28, 2006.

! Order Following Scheduling Conference of February 14, 2007, p. 2.

12 Final Ruling And Order On The Applicable Regulations To Be Applied In This Matter dated April 16,
- 2007. :

" Scheduling Conference Order dated April 26, 2007.

' Allstate Exhibit 110.



strike. On August 10, 2007, the ALJ approved the parties’ stipulation extending
discovery deadlines." | |
Following briefing and hearings, the ALJ issued her ﬁﬁal rulings and order on the °
parties’ motions to strike portions of the prepared direct testimony. The ALJ
conditionaliy struck most of Allstate’s direct testimony in support of its Variance 11
réquest on the grounds that it was not relevant on the issue of whether Allstate would

suffer deep financial hardship if the rate produced by the Regulatory Formula were

approved. To create a complete record, the ALJ granted Allstate leave to file additional

testimony related to Variance 11. However, the order mandated that Allstate’s additional

testimony on the confiscatory issue relate to the requirements of Variance 11°s “eﬁd ,
fesults test” referenced in 20™ Century v. Garamendi(1994) 8 Cal 4th 216, and applied to
the énterprise as a whole. *° ‘ |

The ALJ held a further scheduling cbnferen_ce in September 2007. The parties
agreed on a édhedule to file additionai and responsive testimony on Variance 11 in
Septerﬁber and Octéber 2007, and further motions to strike. As a result, énd in keeping -
with the agreements of counsel, the ALJ ordered the evidentiary hearing continued to
January 14,'2_008.17

The parties timely filed additional and responsive testimony on Variance 11 and
subsequently filed their respective motions to strike. Following a hea;‘ing on
Foundétion’s and CDI’s motions, the ALJ ruled that Allstate’s additional testimony on

the confiscatory issue was relitigation testimony and not relevant. The ALJ granted

> Order Approving Stipulation Extending Discovery Deadlines, dated August 10, 2007.

' Final Ruling And Order On The Foundation Motion To Strike Applicants’ Direct Testimony and
Objections to Exhibits; CDI’s Motion To Strike Applicants® Pre-Filed Testimony; and Requests For
Official Notice, dated August 23, 2007, pp. 6-25.

7 Order Continuing Evidentiary Hearing, dated September 20, 2007.
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Foundation’s and CDI’s motions to strike Allstate’s additional testimony and fﬁrthgr
granted Foundation’s and CDI’s renewed motions to strike Allstate’s direct testimony
that previously had been conditionally denied.®
OnJ anuéry 10, 2008, the ALJ issued orders approving sﬁpulations between the
parties related to testimony and witnesses on Variances 4 and 11 as a result of the ALJ’s
rulings on the motions to strike. Essentially, the parties agreed that Allstate could limit
its witnesses on Variance 4 to Mr. Armstrong and Ms. Even and reserve its right to use
Mr. Michéel J. Miller, Allstate’s consulting actuary, as a rebuttal witness.'® The parties
withdrew all the remaining Variance 11 testimony for purposes of the evidentiary
hearing? while Allstate reserved its right to argue for Variance 11 on appeal.”’ The
parties then filed their J oint Statemeht of Agreed Facts and Disputed Issues and J oinf
Exhibit List identified as ALJ Exhibits 1 and 2 respectively.
As Qrdered, the evidentiary hearing commenced on J. anuar.y 14, 2008, and was
“completed on January 15, 2008. The testimony and exhibits admitted into evidence in
this proceeding are identified in the parties’ Further Ameﬂdéd Exhibit and Testimony List
filed on March 13, 2008 |
In addition, the ALJ took official notice of the following: (i) California
brganized Investment Network list of reported COIN—qualifyingVInvvestments by Insurer

and year, 1997-2004%%; (ii) CDI’s Post Hearing Brief filed on December 31, 2007, in fhe

¥ Final Ruling And Order On CDI’s Motion To Strike Applicants’ Supplemental Testimony; and
Foundations’ Motion To Strike Applicants’ Additional Testimony and Objections to Exhibits, dated
December 18, 2007. ’ '

1 Mr. Miller is a founding member of EPIC Consulting, LLC. Mr. Miller did not testify at the hearing.

20 Order Approving Stipulation Regarding Testimony And Witnesses Related To Variance 4, dated January
10, 2008; Order Approving Stipulation Regarding Testimony And Witnesses Related To Variance 11,
dated January 10, 2008. '

> ALY Exhibit 2.

2 Subsequently identified as Foundation Exhibit 402 and admitted into evidence.
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Auto Rate Case®; (iii) Order Adopting Proposed Decision issued March 14, 2008, and
the Proposed Decision in the Auto Rate Case; (iv) transcripts of the Novém‘bef 5-7
evidentiary hearing in the Auto Rate Case; (v) California Organized Investment Network
Insurer Detail page for Allstate Insurance Company’s Property and Casualty Investments
identified as Exhibit 202 in the Auto Rate Case; and, (vi) California 2006 Market Share
Report showing Allstate’s Market Share on page 1 contained in Exhibit 427 in the Auto
Rate Case.

The parties submitted post-hearing opening and reply briefs and further requests
for official notice in April 2007. After granting the requests for official notice, the ALJ
closed the record on May 9, 2008.

II. LEGAL STANDARD FOR APPROVAL OF PROPOSED RATES

A. Overview Of Insurance Code § 1861.05(A): Proposition 103

The statutes enacted through Prbposition 103,%* an initiative supported by a

majority of voters in 1988, establish the system for the prior Aapproval of insurance rates.
 Insurance Code section 1861.05 subdivision (a) provides:
No rate shall be apﬁroved or remain in effect which is
excessive, inadequate, unfairly discriminatory or otherwise
in violation of this chapter. In considering whether a rate is
excessive, inadequate or wunfairly discriminatory, no
consideration shall be given to the degree of competition
and the commissioner shall consider whether the' rate
mathematically reflects the insurance company’s
investment income.

The language in the first sentence “echoes similar language in the law of most

states, as well as former section 1852 which it replaces.” (Calfarm Insurance Co. v.

> Subsequently identified as Allstate Exhibit 108 and admitted into evidence.
2 Proposition 103 is codified at Insurance Code §1861.01 e seq.



Deukmejian (1989) 48 Cal.3d 805 at p. 822.) However, the requirement for prior
approval of rates marked a significant change in California law. The declared purpose of
Proposition 103 was to regulate insurance rates by first rolling back prices to an
affordable level and then to requiring justification for rate increases. > . As stated by the
California Supreme Court: “If nothing else is clear, this is: Proposition 103 was intended |
to do away with the ‘open competition’ system. . . .” _(20’h Century Ins. Co. v. Garamendi
(1994) 8 Cal.4™ 216 at p. 300.)

Insurance Code section 1861.05 defines a range of reasonable rates between
excessive and inadequate. The California Supreme Court in the 20 Century decision
commented on the ‘excessive/inadequate’ provision of Insurance Code section 1861.01 }
as follows:

We must observe that the ‘excessive’/‘inadequate’ standard
as defined in Proposition 103 is apparently ‘unique’ and
without ‘precedent’. . . The insurers argue in substance that
the ‘excessive’/‘inadequate’ standard as defined in the
initiative should be interpreted in accordance with the
insurance industry’s or actuarial professions’ understanding
of its operative terms. We believe that subdivision (&) of
Insurance Code section 1861.05, as quoted above, stands in

the way.” .(20”’ Century Ins. Co. v. Garamendi, supra, 8
Cal.4™ at p. 289.)

 Section 1 of Proposition 103 entitled “Findings and Declaration,” states, in pertinent part: “[E]normous
increases in the cost of insurance have made it both unaffordable and unavailable to millions of
Californians. [1] [TThe existing laws inadequately protect consumers and allow insurance companies to
charge excessive, unjustified and arbitrary rates. []] Therefore, the People of California declare that
insurance reform is necessary . . . [IJnsurance rates shall be maintained at fair levels by requiring insurers to
justify all future increases.” Section 2 of Proposition 103, entitled “Purpose,” states, in pertinent part:
“The purpose of this chapter is to protect consumers from arbitrary insurance rates and practices, to
encourage a competitive. insurance marketplace, to provide for an accountable Insurance Commissioner,
and to ensure that insurance is fair, available, and affordable for all Californians.”. . . (Historical and
Statutory Notes, 42A West’s Ann. Ins. Code (1993 ed.) §1861.01, p. 649. See also, Calfarm Ins. Co. v.
Deukmejian (1989) 48 Cal.3d 805, 813.)



The “excessive/ inadequate” langua'gebof Insurance Code section 1861.05
contemplates a range of rates that are neither excessive nor inadequate, within which the
 insurer has discretion to choose. (Seé Calfarm Ins. Co. v, Deukmejian, supra 48 Cal. 3d
at pp. 822-823.)

B. The Regulatory Formula: California Code Of Regulaﬁons, Title 10,
Section 2641.1 Et Seq.

1. Detefmination Of Reaso.nable Rates
The Regulatory Formula contained in California Code of Regulations, title 10,
section 2641.1 et seq., Was adopted to implement the prévisions of Proposition 103.
_ California Code of Regulations, title 10, section 2641.1, states that “[t]he purpose of this
subchapter is to establish the process and polic’ives the Commissioner shall émploy to
determine whether proposed ra.tes‘ are excessive or inadequate.” The determination of
whether rates are excessi{/e or inadequate is made on the basis of the éggregate earned
premiums the rates are expected to produce.26
Foundation and CDI contend that Allstate’s proposed fate is excessive. The-
Regulatory Formula defines an “excessive”,fate as'one that is “expected to yield the
reasonably efficient insurer a profit that exceéds a fair return on the investment used to
provide the insurance.”?’ California Code of Regulations, title 10, section 2644. 1, further
mandates:
2644.1 Excessive or Inadequate Rates
No rate shall be approved or remain in ‘effect that is above
the maximum earned premium as defined in section 2644.2,
or is below the minimum earned premium, as defined in

section 2644.3. ... If the rate or proposed rate is excessive,
the Commissioner shall indicate the highest rate that would

%6 Cal. Code Regs., tit. 10, §2643.3.
27 Cal. Code Regs., tit. 10, §2642.1.
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not be excessive, which the insurer may adopt by
amendment to its application . . .-
Under the Regulatory Formula as amended effective April 3, 2007, the maximum

permitted earned premium is calculated as follows?:

Maximum Permitted Earned Premium =_ Losses + ALAE + fixed expenses — projected ancillary income
1 — variable expense factor — max. profit factor + investment income factor

The Regulatory Formula contains definitions, methbdologies and selected
numeric values to be applied to given lines of insurance in determining the maximum and
minimum earned premium.29 California Code of Regulations, title 10, section 2646.4,
subdivision (c), specifically bans relitigation of the Regulatory Formula. The regulations
are clear that “[w]hile companies remain free to formulate their rates under any
méthodology, the Commissioner’s review of those rates must use a single, consistent
methodology.”® That methodology is the application of the Regulatory Formula to the
data in the insurers’ rate applications.

The California Supreme Court, in ZO_th Century, supra, at p. 312, upheld this
relitigation ban.

... [tlhe effect of the ‘relitigation ban’ is unobjectionable.
In adjudication, the judge applies declared law; he does not
entertain the question whether its underlying premises are
sound. That is as it should be. Otherwise, standardless, ad
hoc decision making would result. Similarly, in quasi-
adjudicatory proceedings, the administrative law judge
applies adopted regulations; he does not entertain the

question whether their underlying premises are sound.
That is also as it should be, and for the same reason.

28 Cal. Code Regs., tit. 10, §2644.2.

% Cal. Code Regs., tit. 10, §2641.1 et seq.

39 Cal. Code Regs., tit. 10, §2643.1; Proposed Decision, In re American Healthcare Indemnity Company,
File No. PA02025379, July 24, 2003, p. 8; Corrected Order Adopting Proposed Decision and Designating
portion of Decision as Precedential, Aug. 22, 2003, p. 1.)

11



2. Standard Of Review For Determining Whether An Applicant
Qualifies For A Variance And The Amount Or Degree Of A
Variance
The amendments to the Regulatory Fofmula, effective April 3, 2007, clarified fhe
underlying components for determining maximum and minimum earned premiums.
However, the amendments did not provide a methodoiogy or guidance for determining
whether and to what extent an insurer might qualify for Variance 4.
Barring explicit direction from £he legislature or the Insurance Cofnmissioner, the
ALJ mﬁst gpply the Regulatory Formula when determining whéther Allstate’s rate
request is reasonable.’’ The Insurance Commissioner has held that, when numeric values -
have not been promulgated for generic fabtors in the Regulatory Formula for a given line
of insurance? “values can be selecfed using generally éccepted actuarial principles, expert
judgment and standards of reasonableness.” By parity of reaéoning, the ALJ ﬁnds that |
WheIrl the Regulatory Formula does not provide a numeric value or specific methodology
for determining whether and to what extent a variance may be grantéd, the ALJ must
,édopt an approach that is based on genérally accepted actuarial principles, expert
judgment and standards of reasonableness.>
C.  Burden Of Proof

Proposition 103 specifically places the burden of proof on the applicant.

Insurance Code section 1861.05, subdivision (b), states that “the applicant shall have the

*! Proposed Decision, In The Matter of the Rate Applzcatzon of American Healthcare Indemnity Company,
File No. PA02025379, July 24, 2003, p. 9; Corrected Order Adopting Proposed Decision and Designating
Portion of Decision as Precedential, Aug. 22, 2003, p. 1.

32 Id. pp. 8-9. '

% Jurcoane v. Superior Court (2001) 93 Cal. App.4™ 886, 894; 20™ Century, supra, 8 Cal.4® at p. 312; See,
Proposed Decision, In The Matter of the Rate Application of American Healthcare Indemnity Company,
File No. PA02025379, July 24, 2003, pp. 8-9; Corrected Order Adopting Proposed Decision and
Designating Portion of Decision as Precedential, Aug. 22, 2003, p. 1.
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burden of proving that the requested rate ché.nge is justified and meets the requirements
of this article.” The regulations similarly mandate that the burden of proof is on the -
insurer/applicant. California Code of Regulatiens, title 10, section 2646.5 , states, in
pertinent part: “[T]he insuref has the burden of proving, by a preioonderance of the
evidence, every fact necessary to show that its rate is net excessive, inadequate, unfairly
discriminatory. . . .” The Insurence Commissioner has upheld this mandate.>* |

Thus, Allstate bears the burden of proving, by a preponderance of evidence, every
fact necessary to demonstrate that its rate is not excessive. _Likewise, Allstate bears the -
burden of proving: (i) it qualifies for Variance 4; and, (ii) a reas;onable atnount for the
requested variance. “Furthermore, while the commissioner must approve a rate when it is
within the range of reasonableness, if the insurer fails to meet its burden, expert
tesﬁmony need not be offered to supportl arate disapproval.”*®

II.  ANALYSIS OF PROPOSED RATE USING THE REGULATORY
FORMULA

A -Applicatien Of The Regulatory Formula Without Variance
All parties agree, and.the ALJ finds, applying the Regulatory Formula without
variance to Allstate’s updated data produces a maximum permitted earned premium of
$590.42 per exposure, which is an indicated rate decrease of 30.4%.3
| . B. Application of the Regulatory Formula With Variance 4

Allstate seeks a 2% increase to its return on equity under Variance 4 based on its

34 Proposed Decision, In The Matter of the Rate Application of American Healthcare Indemnity Company,
File No. PA02025379, July 24, 2003, pp. 8-9; Corrected Order Adopting Proposed Decision and
Designating Portion of Decision as Precedential, Aug. 22, 2003, pp. 10-11.

% Id atp. 11. _

36 Joint Statement of Agreed Facts and Disputed Issues, dated January 11, 2008, p. 2, fn. 3; ALJ Exhibit 1,
pp. 1, 23; Allstate Exhibits 101 and 112; RT, Vol. I, p. 223. Allstate’s data upon which the rate calculation
is based is contained within Allstate’s Exhibit 97, 99, 101 and 110, and in the Additional Testimony by
Armstrong filed on January 8, 2008.

13



COIN-qualified investments in the amount of $82.5 million. VCDVI does not dispute that
Allstate quéliﬁes for Variance 4 but contends Allstate has received its full benefit under
Variance 4 in the Auto Rate Case.’” Foundation challenges Allstate’s entitlement to
Variance 4 and contests the 2% increase Allstate seeks on its return on equity.>®
The ALJ finds, and the parties agree, the Regulatory Formula modified by
Allstate’s Variance 4 request produces a méximum perrhitteci earned premium of $606.49 -
per exposure Which is an indicated rate decrease of 28.5%.%
C. . Applicable Law |
California Code of Regulatioﬁs, title 10, section 2644.27, subdivision (f)(4),
provides: | |
® 'The following ére the valid bases for Vrequesting a
variance: . . .
(4) That the insurer should be allowed a higher or lower

return on equity due to higher or lower financial investment
in underserved communities, as defined in section 2646.6.

(Emphasis added)
1. Definition of “Higher Financial Invesfmént In Underserved
Communities” '

The regulations do not define the term “highef financial investment.”
Nevérthéless, applying the rules of statutory construction, the ALJ finds that a reasonable
| interpretation of the term, “higher financial investment,” means investment significantly
higher than the average ﬁnancial investment of comparable insurers. In the context of
this proceeding, highér financial investment is financial investment that significantly

exceeds the average amount invested in underserved communities by other property and

*”CDI’s OB, pp. 3-4, 7-10.
** Foundation’s OB, pp. 9-24.
3 Allstate Exhibits 101, 112.

14



casualty insurers doing business in California.*’

As in the Auto Rate Case, Foundation and CDI contend that Allstate failed to
meet its burden of proof to show that its identified investments are in underserved
communities defined in California Code Qf Regulations, title 10, section 2.646.6.41 The
ferm, “underserved community” is defined in California Code of Regulations, title 10,
section 2646.6 as follows: |

“Underserved Community” means those communities
which the Commissioner has determined are underserved
as set forth in the “Commissioner’s Report on Underserved
Communities.*

- The term is further defined in California Code of Regulations, title 10, section
2646.6, subdivision (c) that states:

A community shall be deemed to be underserved by the
insurance industry if the Commissioner finds:
(1)(A) the proportion of uninsured motorists is ten
percentage points above the statewide average as reflected
in the most recent Department of Insurance statistics

- regarding the statewide average of uninsured motorists; and

(B) the per capita income of the community, as measured in
the most recent U.S. Census is below the fiftieth percentile
for California; and

(C) the community, as measured in the most recent U.S.
Census, is predominately minority. Predominately
minority community can be quantified as any community
that is composed of two-thirds or more minorities as those
groups are defined in subsection (b)(6)(A) through (D)
herein; or

“ Day v. City of Fontana (2000) 25 Cal.4" 268, 272 [“if . . the statutory terms are ambiguous, then we may
resort to extrinsic sources, including the ostensible object to be achieved and the legislative history”]; In re
Player (2007) 146 Cal.App.4‘h 813, 825 [holding the rules of statiitory construction apply equally to
statutes and regulations]; Maclsaac v. Waste Management Collection and Recycling, Inc. (2005) 134

Cal. App.4™ 1076,1082, 1084 [absent clear legislative history, a judge must cautiously apply “reason,
practicality, and common sense to the lanouaoe at hand”.].

*! Foundation’s OB, pp. 10-12.

2 Excerpts from 2005 Commissioner’s Report on Underserved Communities for the experience year 2004
are in CDI Exhibits 333 and 334.
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(2) the proportion of uninsured businesses or residences is
ten percentage points above the statewide and/or Standard
Metropolitan Statistical Area (“SMSA”) average as
determined by the Commissioner following a public
hearing convened for the purpose of determining the
number of uninsured businesses or residences in this state.

Allstate claims it does not track all its investments in underserved communities by
Zip code and bases its Variance 4 request on investments that meet the requirements for
inclusion in CDI’s 2005 COIN report.43 However, the Regulatory Formula defines
investments that qualify for Variance 4 differently from COIN-qualifying investments.**
Under the Regulatory Formula, an investment must be located within a zip code listed in
the Commissioner’s Report on Underserved Communities. Zip codes included in the
Commissioner’s report are identified as areas having high levels of uninsured motdrists,
uninsured homeowners and businesses, low-income levels and high minority populations.
By contrast, COIN-qualifying investments are investments in community development
projects in low to moderate-income areas in California.*’

While CDI and Foundation claim that Allstate failed to prove its inVestments in
underserved communities fall within the zip codes included in the Commissioner’s
report, CDL concedes that the requirements for COIN investments are similar to the
requirements for investment in underserved communities in the regulation and that
Allstate should be granted a reasonable variance under Variance 4:

[Wlhen the requirements for COIN investments are
compared with the requirements for Variance 4 Qualifying

Investments, both share the concept of low-income
© communities and it seems reasonable to expect that there

3 Even, Prepared Direct Testimony filed January 14, 2008, pp. 4-5; Even, Supplemental Testlmony filed
December 31, 2007, pp. 1-2; RT, Vol. I, pp. 157-158.

“ CDI’s OB, p. 3.

® Ibid.
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will be significant overlap. Further, Applicants have shown
that they compare favorably with other insurers by making
relatively large investments in underserved communities.
Finally, Allstate’s witness Ms. Even testified that Allstate
does not track its investments by ZIP code so Allstate relied
on the COIN report. . . For these reasons, even though
Applicants have not qualified their investments perfectly
under the regulation, CDI believes that they should be
granted a reasonable variance for their investments in
underserved communities. *°

The ALJ further notes that while California Code of Regulations, title 10, section
246.6, was last amended, effective March 15, 200‘3, subsequently ehacted Insurance Code
+ . sections 926.1 and 926.2 (Added by Stats. 2006, c. 456 (A.B.925)) prov_ide a more
expansive statement Qf the public policy encouraging insurance companies to invest in
underserved communities ar;.d‘does not mention ZIP codes as followé:

Community Development Investment” means an
investment where all or a portion of the investment has as
its primary purpose community development for, or that
directly benefits, California low-income or moderate-
income individuals, families, or communities. “Community
Development Investment” includes, but is not limited to,
investments in California in the following:

(1) Affordable housing, including multifamily rental and
ownership housing, for low-income or moderate-income
individuals or families.

(2) Community facilities or community services providers
(including providers of education, health, or social
services) directly benefiting low-income or moderate-
income individuals, families or communities. ‘

(3) Economic development that demonstrates benefits, -
including, but not limited to, job creation, retention or
improvement, or provision of needed capital, to low-
income, or moderate-income, individuals, families, or
communities, including urban or rural communities, or

“1d. atp. 4.
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businesses or nonprofit community service organizations
that serve these communities. '

(4) Activities that revitalize or stabilize low-income or
moderate-income communities.

&) Inves'tments. in or through California Organized
Investment Network  (COIN)-certified Community
Development Financial Institutions (CDFIs) and
investments made pursuant to the requirements of federal,
state, or local community development investment
programs or community development investment tax
incentive programs, if these investments directly benefit
low-income, or moderate-income, individuals, families, and
communities and are consistent with this article.
(6) Community Development Infrastructure Investments.
(7) Investments in a commercial property or properties
located in low-income or moderate-income geographical
areas and are consistent with this article.*’
Foundation’s strict intei*pretation of qualifying investments for Variance 4 is not
persuasive. COIN investments and those investments made in accordance with the
'Commissioner’s Report on Underserved Communities each further the public policy of
encouraging insurance companies to provide economic support for low-income
communities. As a consequence, the ALJ finds that Allstate’s COIN-qualifying
investments in this matter satisfy the regulatory requirements for investment in
underserved communities.
‘D. Summary Of Variance 4 Evidence
The ALJ considered the entire evidentiary record and the matters over which she

took official notice in formulating this proposed decision. The salient portions of the

evidence are summarized as follows:

47 Tns. Code §926.1, subd. (b).
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1. ~ Mr. Armstrong’s Testimony

As previously noted, Mr. Armstrong, Allstate’s Senior Actuary, oversees all
actuarial and ratemaking work that is performed in connection with Allstate’s private
passenger automobile and homeowners insurance within theAtwenty-nine states that
comprise Allstate’s “Western Terlf.itory”.48 Specifically, Mr. Armstrong is responsible for
the actuarial methods Allstate uses to develop the underwriting profit provision Allstate
uses in the ratemaking formula.”® Mr. Armstrong offered testimony supporting Allstate’s
entitlement ‘to Variance 4 and Allstate’s request fér a 2% increase in its rate of return
under the variance, from 10.8% to 12.8%.°

Mr. Armstrong noted that the Regulatory Formula does not provide a
methodology fdr quantifying the amount of benefit that should be given a c‘omp‘any onc'e
it proves eﬁtitlement to Variance 4.”! Mr. Armstrong formulated the methodoiogy for
determining the value of Allstate’s Variance 4 réquest by first determining how much
higher an investment in underserved ;:ommunities needed to be in order to qualify for
Variance 4.

The latest publicly évailable repbrt of the California Organized Investment |
Network (COIN) — Qualifying Investments (Detail Report of Investments by Insurer
(1997-2004)) indicates that the insurance_ industry haé invesfed a total of $8,3 84,950,891
in COIN-qualifying inv.estrﬁe_nts.52 Mr. Armstrong determined that Allstate had invested

$205,761,271 or 2.5% of all dollars invested by the insurance industfy in underserved

“ Armstrong, Prepared Testimony filed January 14, 2008, p. 8.
* Ibid.

*Id. at p. 52.

I RT, Vol. I, pp. 32-33.

32 Allstate Exhibit 73, p. 97.
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communities in California.® Using the average doHar amount invested in underserved |
comr’nuniﬁ% as a benchmark, Mr. Armstrbng concluded that any company whose
investments in underserved communities were higher than the average investment would
be entitled to an increase in its rate of return under Variance 4.>*

Next, Mr. Armstrong determined how to quantify the amount of the additional
rate of return. He'plotted on a chart the amount of invesfments other compahies made in
underserved éommunities and noticed that there were clusters of companies to the right
of the center or average point on his chart that made similar additional investments above
the norm. Thus, “using some judgment” he made the assumption thaf any compény to
the right of the average point on the chart would be able to ask for at least a one percent
increase in their rate of return “because we’re using round numbers in our fratmevx'fork.”5 >

’,Subsequently}, Mr. Armstrong compared Allstate’s financial investménts in underserved
communities with Allstate’s peer group and found that Allstate’s investments far
exceeded the investments of thé other top market share insurers. Based on this
preliminary analysis, Mr. Armstrong concluded that Allstate was entitled toa2%
increase in its rate of return.’ |

However, as Mr. Armstrong obsérved, usihg judgment in calculating the variance

‘request “is all ﬁne and good, but I wanted to be able to also include some type of hard
quantification, if you will, that could support our judgment.”””’ To this end, Mr.

Armstrong employed a simple statistical method whereby he calculated what the standard

. ¥ Armstrong, Prepared Testimony filed January 14, 2008, pp. 51-52; Allstate Exhibit 73, pp. 1-97.
> RT, Vol, I, pp. 30-31.

S RT, Vol, I, pp. 31-32.

% RT, Vol. I, p. 32

TRT, Vol. I, p. 33.
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deviation was from the average.’ $ Mr. Armstrong described the standard deviation

method as follows:
Standard deviation is just simply a way of quantifying how
far away something is from the average. Dispersion from
the mean, as statisticians might say. For example, if you
have a data set where a lot of the data points were very far
away from the average, then you would have a high
standard deviation.
If you have a whole bunch of data points that cluster right.
around a particular average, the standard deviation would
be really small. If it is extreme, if all the data points were
at the exact same point, . . . everybody had the average, . . .
then your standard deviation would be zero.”

By comparing Allstate’s standard deviation with other top market share insurance
companies, Mr. Armstrong found that Allstate was just a little over two standard
deviations above the average investments for that data set.®? This result matched Mr.
Armstrong’s initial judgment to request a two percent increase in Allstate’s rate of
return.®!

In response to criticism from Foundation that Allstate included investments made
by life insurance companies when calculating Allstate’s percentage of COIN-qualifying
investments, Mr. Armstrong further analyzed the source data from the 2005 COIN report
by removing all life insurance company investments and re-calculating Allstate’s
percentage of underserved community investments without life insurance investment

data.®? The analysis showed that, according to the 2005 COIN report, the total amount of

COIN-qualifying investments attributable to California homeowners multi- peril

¥ Ibid

*® RT, Vol. I, p. 41; Allstate Exhibit 111.
% Ibid '

8! Ibid.

2 RT, Vol. I, pp. 34-35, 38-39.
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companies doing business in California .was $284,720,161. Of this amount, Allstate
| invested $82,504,288 and was the second highest investor in underserved communities
among all other companies §vriting hofneowners insurance in the state of California.%
‘ Thé highest ranked company invested $88,012,365 and the third ranked company
invested $34,128,8'99.64 Armstrong then determined the average company vwriting
homeowners insurance in California invested 1.6% of all the COIN-qualifying
invesfments pursuant té the 2005 COIN report. By contrast, Allstate invested 29% of all
COIN—qualifying investments. > Using a standard deviation analysis, Mr. Armstrong
concluded that Allstate was “just shy of five standard deviations away from the average
of 1.6%.”%¢ In Mr. Armstrong’s 6pim'on, being five standard deviations from the mean in
this analysis would support a request for an increase in the rate of return of more than
2%. |
Mr. Armstrong conducted a further analysis of the data in the 2005 COIN report

to respond to CDI’s position in the Auto.Rate Case that only high impact COIN-
qualifying investments should be considered When determining eligibility for Variance
‘ 4.57 He noted the total amount invested by California homeowners multi-peril companies .
in high-impact COIN-qualifying investments was $59,259,999. Of this total amount,

Allstate’s investments ranked the highest at $29,316,743, representing almost one half of

all high-impact COIN-qualifying investments in California.®® Mr. Arm‘strong‘ further

% Allstate Exhibit 102.

5 Ibid.

% RT, Vol. I, pp. 39-40; Allstate Exhibit 102.

S6RT, Vol. I, p. 41; Allstate Exhibit 102.

57 The CDI argument referenced in Mr. Armstrong’s testimony was introduced for the first time in CDI’s
post hearing brief in the Auto Rate Case and ultimately rejected by the Commissioner by the Order
Adopting the Proposed Decision in the Auto Rate Case. As noted, CDI offered no testimony on Variance 4
in either the Auto Rate Case or in this matter.

% Allstate Exhibit 103.
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- observed the second ranked company invested a little under $9 mﬂlioh. Using the

standard deviation method, Armstrong found the average company’s percentage for high
impact investments remained at 1.6%, while Allstate’s percentage of high-impact COIN-
qualifying investments equaled 49.5%, or 6.7 standard deviations away from the mean.®

Under direct and cfoss-examination, Mr. Armstrong addressed various criticisms
of his methodology. Responding to Foundation’s claim that Allstate’s 2.5% investment

in uﬁderserved communities is not significant based on its 13% market share of
California homeowners insurance and its 5% market share across all lines lor property
caéualty insurancé, Mr. Armstrong replied that there is no relationship between the |
amount of exposures Allstate writes and the amount of money Allstate invests in

| underserved communities.”

In using the data from the 2005 COIN report, Mr. Armstrong admitted that ‘he did
not determine or make adjustments for Allstate’s investments that may have matured or
been reinvested. He also admitted that h¢ had not calculated the current book value of
tﬁese investments or determined the source of the premium dollars for any of the |
investments.”? Mr. Armstrong stated he used the same standard when he collected data
oh the invesﬁnents made by Allstate and by other companies confained in his analysis, in
order to be consistent. “Reaiistically because there is no other waiy thaf one could
perform the analysis. One might be abl¢ to make feasible adjustments for Allstate, but if
you can’t make the same adjustments for all the other companieé,' your analysis kind of

untangles very quickly at that poin’c.”72

% RT, Vol. I, pp. 55-57; Allstate Exhibits 103, 113.
" RT, Vol. I, pp. 34, 106.

"I RT, Vol. I, pp. 101-106.

"2 RT, Vol. 1, p. 110.
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Mr. Armstrong conceded that Allstate would receive an additional $16 million in |
homeowners premium if it received a 2% increase in its rate of return under Variance 4.
However, he took exceiotion to mathematical underpinnings of Foundation’s “end result
test” that equated the additional premium to a .3 00% return on Allstate’s investments in
underserved communities. Mr. Mﬁsﬁong noted that Fouﬁdation divided the $16 million
in addiﬁonal premium by the average of Allstate’s investments during the last three 'years
of the COIN report instead of the entire inve;e,tment period covered by the report thereby
producing an inflated the percentage of return.”

Mr. Armstrong conducted a sﬁess test of Mr; Schwartz’s “end result test” and
calculated that Mr. Schwartz’s analysis would pfoduce only a .26% rate of re’;l;rn.74' Mr.
Amistrong also conducted a stress test bn CDI’s propbsed analysis offered in the Auto

Rate Case, and calculated that CDI’s analysis would produce only a .0004% increase to

Allstate’s rate of re’fum.75 In each stress test, Mr. Armstrong criticized Foundation’s and

CDI’s calculations because “the comparisons are made on an inconsistent basis, as the

increase in premium that results from the increase in Rate of Return is not a return on

investment.” Mr. Armstrong opined that Foundation’s and CDI’s proposed rates of

return are inconsequential, given that Allstate is the second highest investor in
underserved communities according to the 2005 COIN report.”

In summary, Mr. Armstrong concluded tﬁat: (1) Allstate is a leading investor in
COIN~qualifying investments.‘ in underserved communities; (2) Allstate is always more

than two standard deviations above any average in all hisAcalculations, justifying a 2%

 RT, Vol. I, pp. 42-44.

™ RT, Vol. I, pp. 44; Allstate Exhibits 114, 116.

P RT, Vol. I, pp. 42-47, 52-54; Allstate Exhibits 115, 116.
S RT, Vol. I, pp. 44, 54.

24



increase to its rate of return; (3_) employing the “end test results” proffered by Foundationb
would equate to an inconsequential increase in the additional rate of return; and (4) CDI’s
methodology set forth in it_s Aﬁto Rate Case post hearing brief, as described in Allstate
Exhibit 107, also would give any qualifying company inconsequential relief under
Variance 4.”

2. Ms. Even’s Testimony on Variance 4

Ms. Even is Senior Managing Director of Allstate Investments, LLC, the in-house
asset manager for the Allstate Insurance Group. Ms. Even offered testimony in support
of Allstate’s record of investment in underserved communities and its requeét for a 2%
increase in its rate of return under Variance 4.

Since 1995, Ms. Even’s duties have included responsibility for strategy and
buéinesé development of Allstate’s Economically Targeted Investment Portfolio‘
(hereinafter, referred to as “Portfolio”‘)v. The in\'/estments in th¢ Portfolio are made
strictly to> ser\}e underserved communities across the nation, with the majority of
investﬁents being made in California and Illinois.78 “These investments generally
support éffordable hoﬁsihg, health care, child cafe, land commercial development of

9379

disadvantaged areas.””” Ms. Even testified that Allstate has been a pioneer in investing in

underserved communities throughout the nation and has played a key role in increasing
80

- investment in underserved communities in California.

Allstate’s investment strategy is formed without regard to the particular state or

"RT, Vol. I, pp. 62-63; Allstate Exhibit 107.

" RT, Vol. I, pp. 122, 125.

™ Even, Prepared Direct Testimony filed January 14, 2008, p. 4.

%0 Even, Prepared Direct Testimony filed January-14, 2008, pp. 6-7.
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region in which its premium dollars originate.®! Other than for its life insurance line, Ms.
Even testified Allstate does not track its pool of investment money by premium dollars or
lines of insurance. “The money flows, in essence, to our tréasﬁry department. We’re
givenAan amount 6f money to invest, and the actual origin of Aparticular‘ dollars is not
identifiable. It’s fungible.” %

Ms. Even testified that Allstate expects to receive a reasonable rate of return on
the investments, but Allstate’s primary purpose is to improve the economic status of

underserved communities. Most of the Portfolio investments tend to have a higher risk

- profile than normal institutional quality investments.*> Moreover, the return on these

investments is below the return Allstate would achieve on investment grade corporate
bonds.*

Ms. Ev¢n testified that Allstate Insurance Company and Allstéte Indémm'ty
Corhpany are parties to an investment rrianagement agreement with other Allstate
companies. The investment management agréement determines tﬁe nature of the
iﬁvestments made on behalf of all parties to the agreement, and these investments benefit
the entire gr'o‘up.85 When asked why Allstate Indemnity receives investment benefits like
Allstate Insurance Company when Allstate Indemnity has not made any investments, Ms.
Even explained that Allstate Indemnity reinsureé& 00% of its liabilities to Allstate
Insurance Company, and most of Allsfaté Indemmfy’s assets are managed in total with |

Allstate Insurance Company. ‘Therefore, the investments made in the name of Allstate

SIRT, Vol. I, p. 128.

2 RT, Vol. I, p. 142.

B RT, Vol. I, p. 123.

% RT, Vol. I, pp. 200-201.

B RT, Vol. I, pp. 127, 165-166.
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Insurance Company inure to the benefit of Allstate Indemnity.®

Allstate also participates in COIN, a CDI program facilitating voluntary insurance
industry investment in traditionally underserved communities in California. Ms. Even
supervises the collection of Allstate’s investment data for the COIN data call.’’” In
addition to reviewing investments submitted by insurers, CDI’s COIN division publishes.
. “COIN Investment Opportunity Bulletins,” identifying community (ievelopment
investment opportunities.88 These investment opportunities are available through CDI’s
bulletin process and the COIN website to all insurers doing business in California.*®
Based on the COIN Insurer Investment Sufnmary for 1997-2004 contained in the 2005
COIN report, insureré' doing businessin Califomia have invested $8,384,950,891 in
underserved communities.”® Allstate Insurance Group invested $205,761,727 toward
underserved and rural markets throughout California.?' Ms. Even confirmed that Allstate
Insurance Group has 64 of the total 2,606 investments, or 2.5% of total investments ‘made
By the industry.”> Of the $205,761,727 invested by Allstate Insnrance Group, Allstate
) Insnrance Company invested $82.5 million.”> The portfolio balance of Allstate’s COIN-
qualifying investments in the 2005 _COIN report was 68 million as of December 3 1,
2004.>*

However, Ms. Even testified that approximately 75%, or approximately $250

million of Allstate’s investments in underserved communities in California were rejected .

86 RT, Vol. I, pp. 127, 197.
7 RT, Vol. I, p. 122; Even, Prepared Direct Testirhony filed January 14, 2008, p. 3.
o % Bven, Prepared Direct Testimony filed January 14, 2008, p. 4
Id.
% Even, Prepared Direct Testimony filed January 14, 2008, p. 7; Allstate Exhibit 76, p. 97.
°! Even, Prepared Direct Testimony filed January 14, 2008, p. 7; Allstate Exhibit 76, pp. 4-6.
92 .
Ibid.
% RT, Vol. I, pp. 191-192.
*RT, Vol. I, p. 132.
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and not included in the 2005 COIN report. Ms. Even surmised that some of Allstate’s
investments were rejected because the COIN process requires matching investments to
zip codes or census tréct data. Except for commercial mortgages held primarily by
Allstate Life Company, Allstate typically does not store its iﬁvestment data by zip code.”
Although Allstate does not track .%111 of its bond investments by zip code, Ms. Even
testified that Allstate uses its best judgment based on the purpose of the particular bond
and the end use of the money to determine whether a bond investment serves an-
underserved community.”®

Allstate’s investments in municipal bonds also were excluded from the 2005
COIN report, but Ms. Even noted thét they will be included in the most recent 2007
- COIN daté call.”’ Ms Even testified that the market value of Allstate’s municipal
holdings in underserved areas originating during the period from 1997 to 2004 represents
an additional $928,889,426 of investment beyond that réﬂé‘cte.d in the COIN report, with
$107 million of the $928,889,426 originating in 2003 and 2004.°® According to Ms.
Even, 1f Allstate’s municipal holdings were included in the 2005 COIN report, Allstate’s
investments in underserved communities would have been significantly higher than |

currently reflected, particularly in the last two years of that report.”’ |

Some of Allstate’s COIN investments are identified as Impact or Impact
Community Capital. Ms. Even testified that Impact Community Capital (herein after
referred fo as .“Impact"’) isa Iimited liability corporation formed by seven insurance

companies strictly for the purpose of increasing insurance investments opportunities in

% RT, Vol. I, p. 133.
% RT, Vol. I, pp. 189-190. _
°7 Even, Prepared Direct Testimony filed January 14, 2008, p. 5, 8; CDI Exhibit 313; RT, Vol. I, p. 131.
Z: Even, Prepared Direct Testimony filed January 14, 2008, p. 8.
Ibid.
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California’s underserved communities. 1mpact has since diversified its pool of loans so
that about 75% of their overali investments are in California, and the balance is out of .
state. Ms. Even, along with representativeé from State Farm and Pacific Life, originated
the idea for Impact, funded the development of the corporation énd recruited the other

100

founding member companies. ™ Impact is the only limited liability corporation of its

kind in the nation.'!

‘On cross-examination, Ms. Even confirmed that, if Allstate is granted a two
percent increase in its rate of return on eqnity under Variance 4 in this matter, the
additional tWo nercent rate of return is going to benefit all the Allstate companies that aie
parfies to the investment management agreement.'® Ms. Even also admitted that the
COIN Insurer Investment Summary for 1997-2004 indicates Allstate invested an average
of approximately 5 million per year during the last three years of the 2005 COIN
report.'®, However, Ms. Even denies that Allstate’s investments have decreased over
time because one should look at an entire portfolio rather than to amounts invested ina
given year when evaluating a portfolio.104 Moreover, Ms. Even contended that Allstate’s
investmentsA in 'und.erserved communities are considerably higher than_the amount shown
on the COIN report for 2002-2004, since about $140 million in investments were not
accepted by COIN because they did not track with zip codes.

Ms. Even disagreed with Foundation’s claim that Allstate had not shown it had a

materially higher investment in underserved communities based on its 13% share of

California homeowners insurance market and its 2.5% of the industry’s total investments

10 RT, Vol. I, p. 134.

YIRT, Vol. I, p. 136.

12 RT, Vol. I, pp. 127, 166-167.

1 Foundation Exhibit 402-1; RT, Vol. I, p. 182.
14 RT, Vol. I, pp. 129, 132.
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in underse;ved communities. lAccording to Ms. Even, Foundation’s analysis erroneously
compared market share with investment dollars.'® Investment strategy, on thé other
hand, is formed without regard to the particular state or region in which premium dollars
' originate.'® Ms. Even also took exception to Foundation’s contentioﬁ that the 2%
variance Allstate is requesting is equivalent fo Alls;cate receiving more than an additional
300% return on its investments in underserved communities. “When one rates an
investment we look strictly at the return coming for that particular investment. Mr.
Schwarz’s analysis suggests that additional rate relief is equivalent to investment return,
and fhey are two different concep’ts.”107

Likewise, Ms. Even disagreed with the claim that; when Allstéte reinvests funds
previously invested in underserved communities, it is iﬁappropriately double counting the
investment dollars (double dipping). Reinvestment of these funds increases the overall
capacity of investment dollars in underserved communitiés, which is the goal of the
program. “In faqt, the best thingi that can happen is for those dollars to be recycled and
rﬁade available again within those cc.>mmunities.”m8

Ms. Even testified that, if benefits under Variance 4 were baéed solely on a
company’s high-impact investments, as urged by the CDI, it would frustrate the intent of
Variance 4. Companies mighf stop making medium and IQW impéct investments, and the

overall dollar amounts invested in underserved communities would likely go down since

high-impact investments are more difficult to make and there are not that many

1% RT, Vol. I, p. 128.

1 1bid.

Y7 RT, Vol. I, pp. 138-139.
18 RT, Vol. I, pp. 142-143.
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available.'”
In summary, Ms. Even testified that Allstate is a major investor in California’s
underserved communities, and its Variance 4 request is reasonable.
3. Mr. Schwartz’s Testimony
Mr. Schwartz is President of AIS Risk Consultant, an actuarial consulting firm
started in November 1984. Mr. Schwartzlis a fellow of the Casualty Actuarial Society, an
Associate in the Society of Actuaries, a Member of the American Academy of Actuaries

10 Mr. Schwartz offered

and a Fellow of the Conference of Consulting Actuaries.
tes;cimony on behalf 6f Foundation’s contention that Allstate has not shown a higher
ﬁﬁancial investment in underserved communities or justified the numerical value of the
variance requested.

In support of his conclusmn that Allstate has not shown a higher financial
investment in underserved commumtles Mr. Schwartz compared Allstate’s written
premium with its percentage of COIN-qualifying investments with other»insu‘rers. Mr.
Schwartz’s analyéis indicated'Allstatg has a 2.5% investment in underserved
communities, a 13% share of the California homeowners insurance market and about a
5% share of premiums across all lines of property casualty insurance. Thus, Allstate’s
market share of investnients in underserved communities is beldw its market share of |
business written in California.'!

Mr. Schwartz noted that Allstate’s 2.5% investment also reflects investments

made by Allstate’s life insurance companies, and after removing these investments from

199 RT, Vol. I, pp. 139-140.

10 gchwartz, Prepared Direct Testimony filed January 15, 2008, pp. 3-4; Mr. Schwartz’s qualifications and
experience as an actuary are listed in Foundation Exhibit 401.

"' Schwartz, Prepared Direct Testimony filed January 15,2008, p. 12; Allstate Exhibits 76 and 77;

- Foundation Exhibit 403. :
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the total, only about 40% of what Allstate characterized as investment in underserved

communities is attributable to its property casualty business.'?

Mr. Schwartz concluded
that' Allstate’s investments in underserved communities represent only about 1% of the’
total insurance industry.investments and are considerably lower than the 2.5% value
shown on Allstate’s Exhibit 20.' > |

Mr. Schwartz féund Mr. Armstrong’s method for evaluating fhe level of
. investment jn underserved communities beﬁéen insurance companies inappropriate. In
Mr. Séhwartz’s opinion, Mr. Armstrong’s comparison analysis only looked at the total
dollars invested by each coinpany. This analysis tends to give larger insurance |
companies an unfair advantége over smaller companies in evaluating the variance -
because larger companies have more dollars to invest than smaller companies. However,
as a proportion of their total business, smaller companies could have a signiﬁcant percent
invested in the COIN areas, but Allstate’s methodology will not reflect this‘perce'ntage.114
. Mr. Schwartz offered an alternative approach that took into account the total dollars of -
investment betweén companies in relation to the size of the compény. This method
considers the total dollars éach company writes because. it is the premium dollars that
insurance companies use to bperate and make investments. Based on this analysis_; shown
in Foundation Exhibit 416, Allstate is only about one quarter éf a standard deviation from
the mean as compared with the two-plus deviations shown in Allstate’s Exhib_it.l 11,15

On Foundation Exhibit 416, Mr. Schwartz purportedly listed all property casualty

insurance companies doing business in California that had invested in COIN-qualifying

12 Schwartz, Prepared Direct Testimony filed January 15, 2008, p. 12; Allstate Exhibit 76; Foundation
Exhibit 403.

13 Schwartz, Prepared Direct Testimony filed January 15, 2008, p. 13.

" RT, Vol. II, pp. 225-226.

5 RT, Vol. II, pp. 226-227, 235.
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investments. Next, he compared each company’s COIN-qualifying investment with their
market share to derive a ratiq of inyesﬁneﬁt percent to mérket share for each company.
Mr. Schwarz calculated that Allstate’s ratio of investment percent to market share was
1.63. Accofdingly, Mr. Schwartz concluded that, while Allstate has a somewhat higher
investmerit in COIN-qualiinng iﬁvestments relative to the average, it was not
significantly higher.!® |

In reviewing the 2005 COIN report éovering the eight year period from 1997 to
2004, Mr. Sdhwartz concluded that Allstate’s annual investment in underéerved
communities decreased during' 2002, 2003 and 2004 by the fbllowing amounts: $6.8
million in 2002, $3.7 million in 2003 and $9.5 million in 2004, resulting in an annual
average of $4.7 million during the last 3 years covered in the 2005 COIN report;.117
Based on all of the foregoing, Mr. Schwartz concluded that Allstafe has hot shown that it
qualifies for Variénce 4.

Mr. Schwartz also testified that Allstate did not justify the numeric value of the
2% increase in rate of return it-is reqﬁesting under Variance 4.  According to Mr.
Schwartz, an additional 2% on equity increases Allstate’s atmﬁal premium level by about
$16 million. Dividing the $16 million of additional premium by Allstate’s average $5
: million annual in{'estment in underserved communities during 2002 to 2004 producéd a
return of more than 300% ($16 million/$5 million = 320%). The 300% return also is in

118

addition to any return achieved from the actual investment.” ° In Mr. Schwartz’s opinion,

the 2% variance is not reasonable because it is the equivalent of Allstate receiving more -

U6 RT, Vol. II, p, 236.
ﬁ; Schwartz, Prepared Direct Testimony filed January 15, 2008, pp. 13-15, fn. 6; Foundation Exhibit 402.
Id. atp. 15.
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than an additional 300% return on its investments in underserved communities.'"

Next Mr. Schwartz detérmined how much of Allétate’s investment in COIN
communities was attributable to its homeowners insuranpe line. According to his
analysis, Mr. Schwartz concluded that 30% of Allstate’s business in California is related
to its homeowners line of insurance. He multiplied the $5 millioﬁ dollars in average

annual investments Allstate made during the lést 3 years of thé 2005 COIN report by
Allstate’s 30% share in the Califorrﬁa homeowners market. Based on this calculation,
Mr. Schwartz testified that Allstate invested $1.5 million dollars over the 2002-2004
periods from money attributable to its homeowners market. Mr. Schwartz concluded that
the additional $16 million in premium Allstate is requesting in connection with Vari}ance
4 is more than ten times higher than the $1.5 million Allstate invested in COIN
. communities in 2002 td 2004, a ratio of over 1,000 %.'%° ‘ |

Using this same calculation and applying it to the average total investments
Allstate made during the entire eight year period covered by fhe 2005 COIN report, Mr.
Schwarz detérmined that Allstate’s a\}erage COIN im.festrynent was $10 million a year.
This would reduce Allstate’s investment return from 1000% to 5 00%. In Mr. Schwartz’s
opinion, either return produced by his calculations is grossly excessive, especially since a
lot of Allstate’s investments are fixed income invéstménts that typically should get a
lower return than equity investments.'*!

Under cross-examination, Mr. Schwarz admitted that he has no prior experience -

in managing institutional investment portfolios, has never been an investment advisor,

14 atp. 14.
120 RT, Vol. II, pp. 236-239.
1 RT, Vol. I, pp. 239-242.
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did not take finance courses in college, and his college degree was in physAics.122 :

. Mr. Schwartz conceded that his analyéis contained on pages 11-13 of his pre-filed
testimony filed on January 15,2008, compared the inveétmenfs made by Allstate (a
single property and casﬁalty insurance company) with investments made by the entire
- insurance industry Aregardless of line. Mr. 'Schwalrtz explained that it would be impossible
to do a rate analysis for every homeowners insuraﬁce company in the state when looking
at a single company’s rate filing."* Mr. Schwarz admitted that Foundation Exhibit 416
upon Which he based the above conclusions also compared Allstate to all lines of
insurance, including those not regulated by Proposiﬁon 103. Inresponse to the ALJ’s
request that he redraft Foundation Exhibit 416 eliminating the insurance lines not |
regulatéd by Propositioﬁ 103, Mr. Schwartz produced Founciation Exhibit 417 without
further explanation. Exhibit 417 shows that Allstate’s adjusted ratio of investment
percent to market share changed from 1.63 to 1.81 under Mr. Schwartz’s safne
anal‘ysis.124

Under cross-examination, Mr. Schwartz testified that a company could make
higher than average investments in underserved communities but not be entitled to any
benefits under Variance 4. He admitted he does not know of any homeowners
insurance company that Writes business in California that would be enﬁtled to Variance 4
under his analysis.126 .Later, on re-direcf examination, Mzr. Schwartz explained that, since
the Regulatory Formula does not specify how to determine whether a company qualifies

for Variance 4, different points of view can be taken. One point of view is that any

22 RT, Vol. II, pp. 261-263.
1 RT, Vol. II, pp. 264-267.
124 Foundation Exhibit 417.
12 RT, Vol. 11, p. 245.
126 RT, Vol. 11, p. 268.
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company that is above average in investments would qualify for the variance. Another
point of view is that‘ a company that has significantly invested over the mean amount
qualifies.

Mr. Schwartz agreed that the Regulatory Formula does not contain language that
an insurer’s entitlement to Variance 4 is dependent upon the insurer’s invesfcment in
underserved communities increasing every year. Furthermore, while Mr. Schwartz’s
analysié suggests that Allstate should segregate its investments in underserved
communities by line of insurance, hé is not aware of any multi-line property and casualty
insurer the writes business in California tﬁa’; does s0.'’

While Mr. Schwartz attributed 30% of Allstafe’s $82.5 million in COIN-
qualifying investments to premiuin derived from Allstate’s 30% market share, he
admitted that capital and surplus also are sources of “investable” assets. Whén asked
during cross-_examinétion, Mr. Schwartz could not recall what proportion of Allstate’s .
invested assets was derived from capital and bsurplus.' When shown a calculation based on
data from» Allstate’s rate filing that showed 62% of Allstate’s invested assets derived
from capital and surplus, he declined to accept the result, stating that he was uﬁsin‘e of the
source of the m_mibers used in the calculation. He subsequently admitted that he did. not
know whether the majority of Allstate’s invested assets were attributable to premium or
derived from capital and surplus, because he had not performed any calculations to make
‘this determination'?® | |
Mr. Schwartz also admitted that, in certain scenarios, a smaller company would

receive a higher rate of return than a larger company for the same amount of investments

27 RT, Vol. II, p. 273.
128 RT, Vol. II, pp. 276-281.
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in high-impact COIN-qualifying investments in underserved communities using the
methodology espoused by CDI in the Auto rate case.!* On re-direct, Mr. Schwartz
stated that CDI’s methodology was actuarially}sound because both companies would get
the same dollar amount on their identical investment despiteA the differences in the rate of
return. "> |

When Mr. Schwartz was asked whether he thdught a smaller company’s

" investment of $10 million dbllars in undefserved communities would have more value

than a larger company’s $82.5 million investment, Mr. Schwartz coﬂceded that $82
million was a larger number than $10 million and deferred to the ALJ to determine the
definition of “value” under Variance 4.

In summary, Mr. Schwartz cqncluded that: (1) Allstate had not shown it has a ,
higher investment in underserved communities; (2) Allstate had not shown its investment
in underserved communities has remained consistent over time, as opposed to decreasing;
and, (3)‘Allstate had not justified its 2% Variance ‘4'request.132

E. Discussion

1. Allstate Met Its Burden Of Proof On Its Eligibility for Variance 4

In order for a company to establish eligibility for Variance 4, it must prove that it
has a “higher . . . financial investment” in “underserved communities.”'> Allstate has
proven by a preponderance of the evidence that its COIN-qualifying investments in
underserved communities far exceed those made by other property-casualty insurers

doing business in California.

2 RT, Vol. II, pp. 283-288.

BORT, Vol. II, pp. 319-321.

BLRT, Vol. II, pp. 291-292.

132 Schwartz, Prepared Direct Testimony filed January 15, 2008, p. 11
133 Cal. Code of Regs., tit. 10, §2644.27 ()(4).
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Using the data contained in the _2.005 COIN report, Mr. Armstrong determined
conclusively that Allstate was the second highest investor in ur’lderserved communities
among éll.compa.nies writing homeowners insurance in the state of California, with
investments totaling $82,504,288, or 29% of all COIN-qualifying dollar investments.
Mr. Armstrong’s further analysis of the data proved thatlAllstate ranked first in high
impact COIN-qualifying investments with $29,316,743, or 49.5% of the total amount‘
invested in these areas. The ALJ finds Allstate’s statistical evidence on this issue
credible and Mr. Armstrong’s analyses, in support of Allstate’s eligibility for Variance 4,
actuarially sound.

CDI concedes that Allstate has made sufficient investments in underserved
communities in California to justify a variance under Variance 4.13 ‘ Foundation, on the
other hand, maintains that Allstate failed to meet its burden of proof regarding its
entitlement to Variance 4. 'The evidence presented by Mr. Schwartz and the arguments
offered by Foundation in support Qf its position are without merit.

Foundation claims Allstate used an eight-year period of COIN investments (1997- o
2004) even though, under California Regulations, title 10, section 2642.6, some of these
investments were made outside the three-year historical period “from which data are
~ taken to provide the basis for the proposed Jratef”13 > Foundation’s legal premise is
groundless. Variance 4 doeé not require investments in underserved communities to be
made within the time specified in section 2642.6, and Mr. Schwarz’s analysié in support
of this premise carries no weight. The ALJ has found that thé 2005 COIN report is the

most current and reliable source for investment data regarding Variance 4, and Allstate

“*CDI’s OB, p. 3.
133 Foundation’s OB, p. 5; RT, Vol. I, pp. 117-118.
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correctly relied opon the 2005 COIN report in support of its variance request.

Foundation also argues thet Allstate failed to make certain adjustments to its
$82.5 million in COIN-qualifying investments to account for portions that: (1) were no
longer invested in underserved communities; (2) had matured; or, (3) had been reinvested
(referred to herein as “double-counﬁng”).13 6

The 2005 COIN report represents a static snapshot of investments at the time of -
the report, while inyestment experience is dynamic. Companies invest, and their -
investments mature aﬁd are reinvested or invested elsewhere. If Foundation elemands
that Allstate account for adjustments to its investment portfolio, then, in order to be
credible, the 4same‘adjustments must be made for all company portfolios against which
Allstate’s is being compared. Mr. Schwartz’s enalysis only considered Allstate’s
~ investment portfolio, and he based many of his coﬁclusion only with reference to that
incomplete data set. On the other hand, Mr. Armstrong’s analysis used the investment
informatioo for each company in the 2005 COIN report consistently.137 The ALJ finds
Mr. Armstrong’s approach more credible than Mr. Schwartz’s soggested methodology.

Foundation also contends that Allstate is not eligible for Variance 4 because
Allstate made no attempt to allocate its COIN-qualifying investments to its homeowners
line for purposes of its Variance 4 request.13 ¥ Foundation cites no legal aufhority that
requiires investments be tied to lines of insurance, and the Regulatory Formula contains
no such requirement. Foundation’s argument is Withouf 1egal basis and there is strong
evidence in the record_ that, as a practical matter, no company would be able to track its

investments by line of insurance for purposes of a Variance 4 request. Ms. Even and Mr.

136 Foundation’s OB, pp. 5-6; RT, Vol. I, pp. 74-76, 101-102, 132, 193, 195-196..
B7RT, Vol. I, p. 102. , '
1% Allstate Exhibits 102, 103; RT, Vol. I, pp. 36, 77.
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Armstrong confirmed that Allstate does Tiot track its pool of investment money by
premium dollars or lines of insurance.'® The two halves of the investment transaotion
are separated: money from premium and other revenue sources flows into Allstate’s
treasury, and investments flow out of the treasury. Indeed, Mr. Schwartz admitted on
cross-examination that he was not aware of any multi-line property and casualty insurer
writing business in California that tracks their investments by line of insurance.'*
Accordingly, the Foundation’s argument is without merit.

Foundaﬁon claims that Allstate Indemnity Company made none of the claimed
investments, yet it seeks the same variance as Allstate Insurance Company.'* The ALJ
finds that the record supports Allstate Mdeﬁuﬂty’s Variance 4 requést. Allstate Insurance
Company and Allstate Indemnity aré parties to an investment agreement with other
Allstate companies, and investments are made on behalf of and for the general benefit of
all the parties to the agreement. Allstate Indemnity cedes 100% of its liabilities to |
Allstate Insurance Company as reinsurer, and most of Allstate Indemnity’s assets are
managed joihtly with Allstate Insurance Company. Thus, investments made in the name
of Allstate Insurance Company inure to the beneﬁt of Allstate Indemnity.

Foundation’s final contention regarding Allstate’s eligibility for Varjance 4is
based on the claim that Allstate made no adjustment to account for the size of its market
share when comparing itéelf fo other companies.'* According to Mr. Schwartz, premiﬁm
dollars translate into market share, and based on this premise, Mr Schwartz concluded

that Allstate’s share of investments in underserved communities was below its market

P RT, Vol. L, pp. 102-103, 142; Allstate Exhibits 102, 103.
MORT, Vol 11, p. 273.
. M Schwartz, Prepared Direct Testimony filed January 15, 2008, p 12; Allstate Exhibit 76, RT Vol. I, p. 77.
142
RT, Vol. I, p. 128.
3 Foundation’s RB, p. 8.
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144 Mr. Schwartz claims that Allstate’s

share of businesé written in California.
methodology for determining its entitlement to Variance 4, without an adjustment for
market share, would unfairly advantage larger companies over smaller companies.145
Basea on the record, the ALJ finds that no relationship exists between the amount of
éxposureé Allstate writes and the amount it invests in underserved communities.'*®
Furthermore, Mr. Arhdstrong’s eligibility analysis showed that Allstate’s COIN-
qualifying investments were higher than those investments made by the subset of
‘Allstate’s top market share comlpetitors.147 Accordingly, the ALJ finds that Foundation’s
arguments and evidence in support of market share and investment comparisoné have no
legal foundation and are unpersuasive.
| Based on the foregoing discussion and the record in this matter, the ALJ ﬁnds

Allstate used an actuarially sound method for provihg it made signiﬁcé.ntly higher ’
investments in underserved communities in California than other companies during the
period covered in the 2005 COIN réport. |

In conclusion, the ALJ finds that Allstate proved its eligibility for Variance 4 by a

preponderance of the evidence.

2. Allstate Met Its Burden Of Proof On The Amount Of Its
Variance 4 Request

Allstate requests that its rate of return on equity be increased by 2% under

Variance 4, from 10.8% to 12.8%.1*% CDI and Foundation contend that Allstate should

1* Schwartz, Prepared Direct Testimony filed January 15, 2008, pp. 11-12.
5 RT, Vol. IL., pp. 225-226.
M6 RT, Vol. 1, p. 106.
“TRT, Vol. L, p. 32.
148 Armstrong, Prepared Testimony filed January 14, 2008, p. 52.
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not be granted any adjustment to its rate of return under Variance 4 in this matter.'*

Since the Regulatory Formula provides no guidance or .metvhodology for determining the
‘amount of variance a qualifying company will receive for investing in underserved
communities, the parties asked the ALJ to take official notice of the Commissioner’s
Order Adopting the Proposed Decision in the Auto Rate Case, but for different reasons.
Allstate claims the Order in the Auto Rate Case supports Allstate’s Variance 4 request in
this matter while Foundation and CDI argue the épposite.

The evidence on the quantification issue has been summarized above. CDi’s and
Foundation’s contentions on the issue are summarized as follows: (1) Allstate has failed
to meet its burden to deménstraté that its requested 2% is a reasonable amoﬁnt,by which
to increase its rate of return on equity; (2) AIIState must not be allowed to receive
duplicate benefits in both its private passenger‘auto and homeowners iﬁsurance lines; (3)
Allstaté should, at most, be alloWedla 3% additional return ori its high impact COIN-
qualifying investments for all of Allstate’s comBined lines; (4) Allstate’s benefit under _
Variancé 4 was exhausted in the Auto Rate C.eil_se.150

Allstate counters that: (1) M. Armstrong’s quantification methodology in
support Allstate’s Variance 4 request is actuarially sound; »and (2) CDI’s and
Foundation’s attempts to challenge Allstate’s quantification methodology have no legal

bases. !

Allstate’s arguments are persuasive.
Allstate’s request for a 2% increase in its rate of return on equity under Variance

4 is based on substantial credible evidence demonstrating Allstate’s investments in

underserved communities in California far exceed the amounts invested by other

9 CDI OB, pp. 4-10; CDI RB, pp. 2-4; Foundation OB, pp. 9-26; Foundation RB, pp. 12-17.
15 DI OB, pp. 4-10; CDI RB, pp. 2-4; Foundation OB, pp. 9-26; Foundation RB, pp. 12-17.
1 Allstate OB, pp. 15-17; Allstate RB, pp. 5-21.
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companies writing homeowners insurance in California.. The ALJ finds Mr. Armstrong’s
standard deviation analyses, ‘in quantifying the amount of Allstate’é Variance 4 request,
actuarially sound. By contrast, the ALJ finds Foundation’s evidénce deficient and not
credible.

Mr. Schwartz’s ratio analyses challenging Allstate’s standard deviation
~ methodology suffer the same deficiencies that undermined Mr. Schwartz’s eligibility
analyses; they are not supported by the record and have no basis in law."* For example,
his fatio test compéring the premium dollars each property and casualty company has to
invest with the amount of their COIN-qualifying investments .rﬁakes the unfounded
assmﬁption that every dollar in premium a company Ain his analysis coliects is available to
be invested.!” As a result, this analysis is not éredible. |

Mr. Schwartz’s analysis also ties increases in premium resulting from increases in
the rate of return under Variance 4 to the returns received on the COIN-qualifying
investments. The ALJ finds that increases in premium that result from increases in the
rate of return are not a return on Allstate’s investment.

CDI argues _that that Variance 4 benefits should be quantified based solely on high
impact COIN-qualifying investments and allocated acroés all lines of .insurance.
However, the quantification analysis proposed by CDI is not contained in the Régulatory
- Formula governing this matter. CDI’s and Foundatiéns’ arguments primarily appear to
be bolicy—based and highlight perceived errors or omissions in the regulations. The ALJ

must apply the regulations as written and has no authority to engage in rulemaking, as

12 Allstate RB, pp. 19-20
*** Foundation Exhibit 417.
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urged to do so here. '**

CDI and Foundation cemplain that granting Allstate’s request for Varianee 4 will
result in a premium that is eXcessive. This argument is not persuasive. Variaﬁee 4 as
' vﬁitten is intended only to ddjust the rate of return component of the Regulatory Formula.
Once the variance is approved and applied, the Regulatory Formula broduces a modified
reasonable maximum and minimum permitted earned premium range. .
In conclusion, the ALJ lﬁnds that Allstate proved vit is entitled to a 2% increase in v
the rate of return under Va;riance 4 by a preponderance of the evidence. |
IV. CONCLUSION
" The ALJ finds that Allstate has proven by a prependeranee of evidence thdt itis
eligible for Variance 4 and qualifies ‘fo.r»a 2% increase to its return on equity, pmsuant to -
California Code of Regulations, title 10, section 2644.27, subdivision (f) (4).
~ Allstate concedes that there is not sufficient evidence remaining in the record after
the entry ef orders on the motions to strike Allstate’s testindony and exhibits proffered on
Variance 11.1>° The ALJ finds that Allstate has not proven by a preponderance of the_
evidence that it is entitled to Variance 11.
Based on the foregoing, the ALJ finds the Regulatory Formula modified by
Allstate’s Variance 4 request produces a maximum permitted earned premium of $606.49

per exposure which is an indicafed rate decrease of 28.5%. The ALJ also finds that an

1% Jurcoane v. Superior Court, supra., 93 Cal.App.4™ 886, 894. As previously noted, the Regulatory
Formula as amended in May 2008, has eliminated Variance 4. Question on whether a company should be
granted an increase to its rate of return for higher investments in underserved communities will be moot.
133 Final Ruling And Order On The Foundation Motion To Strike Applicants’ Direct Testimony and
Objections to Exhibits; CDI’s Motion To Strike Applicants’ Pre-Filed Testimony; and Requests For
Official Notice, dated August 23, 2007; Final Ruling And Order On CDI’s Motion To Strike Applicarits’
Supplemental Testimony; and Foundations’ Motion To Strike Applicants’ Additional Testimony and
Objections to Exhibits, dated December 18, 2007.
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indicated rate decrease of 28.5% for Allstate’s homeowners multiple-peril line of

insurance is reasonable.

V.

L.

FINDINGS OF FACT AND CONCLUSIONS OF LAW |
All findings in this decision shall be considered to be either findings of fact or
conclusions of law. They should be read in conjunction with the discussion above
which explains the reasons for the determioations;
The hearing was full, fair and allowed the parties ’a reasonable opportunity to
present relevant evidence and argument;

In a rate hearing, the Commissioner reviews Allstate’s proposed rates and
determines whether they are excessive, inadequate or unfairly discriminatory .
using the numeric values and methodology in the Regulatory Formula;

Barring explicit direction from the legislature or the Insurance Commissioner, the
ALJ must apply the Regulatory Formula when determining whether Allstate’s
proposed rates are reasonable; |

When the Regulatory Formula does not provide a numeric value or specific
methodology .for determining whether and to what extent a variance may be
granted, the ALJ must adopt an approach that is basvled on generally accepted
actuarial princioles, expert judgment and standards of feaéonableness;

Allstate bears the burden of proving that its requested rate increase will not result
in excessive, inadequate or unfairly discriminatory rates as defined in the
Regulatory Formula;

Allstate also bears the burden of proving: (i) it qualifies for Variance 4; .and, (i) a

reasonable amount for the requested variance;
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8.

10.

11.

12.

Whiie the commissioner must approve a rate when it is within the range of
reasonableness, if the insurer fails td meet its burden, expert testimony need not
be offered to support a rate disapproval;

The Reg_ulatory Formula without variance to Allstate’s updated data produces é_
max1mum permitted earned premium of $5 90.42 per exposure; an indicated
percent changé of -30.4% to Allstate’s multiple-peril homeowners insurance line
rates;

The Regulatory Formula modified by Allstate’s Variance 4 request produces é
niéximum permitted eamed premium of $606.49 per exposure; an indicated
percent change of -28.5% to Allstate’s multiple-peril hofneowners insurance line
rates; |

A reasonable interpretation of fhé term “higher financial investment” in the
context of the prior approval regulations are financial investments in an amount
aBo.ve the average amount invested in qnderéérved commurﬁtiés by all other
property and casualty insurers doing business in California; |

Allstate’s COIN-qualifying investments are equivalent to Variance 4 Qualifying

- Investments;

13.

14.

Allstate has proven by a preponderance of evidence that it is eligible for Variance
4 and qualifies for a 2% increase to its return on equity, pursuant to California
Code of Regulations, title 10, section 2644.27, subdivision (f) (4); |
Allstate has not proven by a prepohderance of the evidence that it is entitled to

Variance 11;
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P WO

15. The Regulatory Formula modified by Allstate’s 2% Variancé 4 request produces -a
maximum permitted earned premium of $606.49 per exposure which is an '
indicated rate decrease of 28.5%; |

16. On this record, the indicated rate decrease of 28.5% for Allstate’s homeowners
multiple-peril line of insurance is reasonablé.

ORDER
| Based on the foregoing, IT IS ORDERED that:
1. The overall indicated rate increase of 9.3% for Allstate’s homeowners
‘ multiple-peril line of insurance is rejected; and,

2. A 28.5% rate decrease for Allstate’s homeowners multiple-peril line of
insurance is approved and shall become effective 20 days after the
adoption of this decision by the Commissioner or as soon thereafter as
Ap_plicants“are' able to provide the necessary documentation and
implement the n.ec‘essary changes with the California Department of
Iﬁsurance Rate Filing Bureau.

This proposed decision is submitted bn the basis 6f the entire. recbrd in this
proceeding and I recommend its adoption as the decision of the Insurance Commissioner

of the State of California. |

Dated: July 3, 2008

~ Administrative Hearing Bureau
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